The international financial crisis of 2008-09 exposed the strengths and weaknesses of the current paradigm of development in Latin America, a paradigm based on liberalized capital accounts and significantly improved macroeconomic conditions. This paper presents lessons derived from the crisis, not only for the region itself, but also for other developing countries that might seek economic growth in the context of greater integration to the international capital markets. Some of the lessons are not new but have been reinforced by the crisis, such as Latin America's imperative need for export diversification (not only in products but in partners). Other lessons break with longstanding myths about the region, such as its inability to undertake counter-cyclical policies-at least on the monetary side. Yet other lessons reflect new developments in the current growth paradigm, such as a renewed assessment of (1) the relative roles of foreign and domestic banks in shielding the financial system against external shocks and (2) the potential costs of adopting blanket international financial regulations that do not account for a country's degree of development. Taken together, the lessons in this paper bring a new sense of optimism for growth in Latin America.
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Introduction and Background
Over the last century Latin America has not been short of ideas about development models. Indeed, some analysts have concluded that the region has tried it all: from a focus towards exports as a growth engine to massive tariffs and an inward bias, from large government interventions to a free market approach, and from autocracy to democracy. In spite of all these different approaches, Latin America has demonstrated a repeated pattern of intense economic volatility.
To be more exact, since the beginning of the twentieth century, there have been three distinct economic models for development. Two models have been overthrown, and the current model has been under intense criticism during the current decade. The trend of these overarching paradigms has been simple. An economic crisis has led to a new paradigm which slowly expanded its influence and universality; soon this paradigm took hold of the region, delivered marginal growth to countries, and generally began to show chronic problems; those problems turned into a crisis, which spurned a new paradigm shift. Now the most recent economic model, the model of open and deregulated markets, has been tested by the severe international financial crisis and a number of lessons can be derived from that experience. In contrast to previous crisis episodes, however, the region shows no intention of abandoning its most recent paradigm.
A brief history of the evolution of growth models in Latin America helps to understand current choices made by policymakers and to derive lessons for future decisions. The first model, known as the Export-Led Model was adopted during the period before the 1930's, when a swift progression of industrialization abroad translated into a greater global demand for Latin America's primary goods, like silver copper, wool, cotton, coffee, grain, and later oil. Based on the hypothesis that the region should specialize in the production of primary commodities, public policy was directed to protect the interests of exporters with disregard for improvements of social services, such as health and education. 2 The model delivered growth during the 1920's. But as Latin American economies began to heavily specialize in specific raw materials, the model began to reveal weaknesses. The lack of diversification left the health of Latin American economies at the mercy of fluctuating commodity, food and raw material prices. These issues became chronic and irreversible when the Great Depression occurred and the demand for primary goods abroad collapsed. As a result, external demand could no longer power the economic activity of the region. Policy makers began to look inward to their own domestic economy.
The next paradigm was Import Substitution Industrialization, or ISI. Under this new model, championed by Raul Prebisch, Latin America shifted its focus toward industrial production, with its own domestic market as the economic motor. The primary goals for ISI were to gain economic independence, to reduce vulnerability to external shocks like the great depression, and to create more employment at home. During this period, tariffs were raised on imported goods, 2 and governments implemented industrial stimulus to spurn the formation of factories and more sophisticated commercial industries.
This model initially was successful in that manufacturing grew as a percentage of the gross domestic product until the 1970's. But Import Substitution did not satisfy its goals, and it eventually failed for three reasons. Firstly, Latin America was still dependent on the West. Instead of buying finished manufactured goods, Latin America imported intermediate goods used for capital accumulation. And the region's economies were still significantly trading primary goods to industrialized countries. Secondly, ISI did not create enough jobs. Latin America countries did not integrate with each other effectively, and domestic demand was insufficient to allow for a dynamic market for manufactured products. Also states ran the industrialization, which meant limited innovation; this hampered industrial growth and employment. Thirdly, governments progressively accumulated large amounts of debt to finance the industrialization, especially during the 1970's, when the rise in oil prices motivated international banks to lend more aggressively to developing countries. During the 1970's, Latin America's foreign debt rose from $27 billion to $231 billion. In the 1980's, oil prices dropped, and Latin America lost the foundation that permitted such aggressive lending. In 1982, Mexico was the first to announce that it could no longer sustain its floating interest burden, and thus began the Debt Crisis of the 1980's and the well-known lost decade of the region.
The debt crisis that occurred in the 1980's marked the region's next economic shift, which was to the model of financial openness and deregulation. The crisis caused a maelstrom of problems for the Latin American people: hyperinflation, decreased income per capita, paralyzed markets, and minimal liquidity. Latin American economies could no longer sustain their debt burdens; a number of governments had defaulted on their loans, and they needed to negotiate with advanced industrialized economies, namely the United States, in order to minimize the economic damage. A solution was found in the Brady plan (which began in 1989 in Mexico), that allowed for the securitization of governments' external debt liabilities and for the creation of a highly liquid market for international bonds and other securities issued by the region. Debt securitization facilitated the region's increased access to international markets but was by no means a panacea.
With very low domestic saving ratios and extremely volatile terms of trade (resulting from export concentration in commodities), most Latin American countries liberalized their capital accounts seeking to support their development efforts with capital inflows, especially with foreign direct investment. In sharp contrast with the ISI model, the private sector was seen as the motor of growth. Also, in contrast to both the export-led and the ISI models, the central role of the government was to facilitate competition and the workings of the market economy rather than picking winners (primary commodities under the export-led model or the manufacturing sector under the ISI model).
But, under the new paradigm, greater financial openness implied a policy decision to let market forces, through the behavior of the international capital markets, assess the performance of the economy. This in turn required that macroeconomic stability needed to be maintained at all times, since deterioration in investors' perception about a country's creditworthiness would result in a quick reversal of capital inflows. Moreover, the sustainability of financial openness required adequate regulation and supervision of the domestic financial system to avoid excessive risk- However, during the 1990's the requirements for sustainable open capital accounts were not followed in a number of countries in the region. Lacking adequate financial supervision and macroeconomic stability, a fresh round of economic and financial crises plagued the region. These started with Mexico's Tequila crisis in the mid-1990s, when unsustainable macroeconomic conditions induced a sharp reversal of capital flows. Crisis countries also included Colombia (1998 ), Argentina (1994 ), Venezuela (1994 ), Brazil (1999 ), Ecuador (2001 , Uruguay (2001) and Dominican Republic (2002) . The few countries, like Chile and Peru that managed to avoid deep economic imbalances also did not experience economic and financial crises. To the critics of the open capital account model, these crises revealed the weakness of subjecting countries to the vagaries of international capital markets.
But rather than abandoning the new paradigm of growth based on liberalized capital accounts, the crises of the 1990's and early 2000's led most governments in the region to improve the 3 The index of financial openness by Chinn and Ito (2007) 
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Source: Chinn and Ito (2007) All rights reserved. 2010 policies that would allow for the sustainability of this model. There were (and are) some wellknown exceptions, notably Ecuador and Venezuela. 4 Supported by improved policies and a positive international environment, Latin American economies grew once again starting in 2003 and this time for five consecutive years at annual average regional rates above 4 percent, an outcome not seen since the 1970's. However, not even a return to high growth was able to induce strong support for further comprehensive marketbased reforms. An important reason behind this reticence was that large segments of the population did not feel included in the benefits from growth. The result of this thinning of patience with the current growth model has been a significant slowdown of the process of structural reforms in most countries in the region.
Notwithstanding these developments, reports of a generalized political backlash against the market economy and market-oriented reforms need to be taken with caution. Although some countries have elected leftists or center-leftists leaders, there are drastic differences in ideology and governance between for example the current government of Venezuela and that of Brazil and Uruguay. Also, the coalition in Chile has successfully been able to deal with social demands.
As the recent international crisis erupted in 2007 and later progressed during 2008-09, Latin American countries with open capital accounts did not impose capital controls to the outflows, even though the reversal of inflows from the region was severe. At the time of this writing, the generalized assessment about Latin America's management of the crisis was quite positive, albeit with important caveats.
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The rest of this paper presents lessons derived from the experience of Latin America during the recent international crisis. As the title of the paper indicates, some are lessons for the region, but others are lessons from Latin America to other developing countries that might seek to achieve growth in the context of greater integration to the international capital markets, such as Eastern Europe now and maybe Africa in the future. Based on the Latin American experience, countries tend to abandon development paradigms that prove to be economic, politically and socially unsustainable. Given the good performance of Asian countries during the recent international crisis (and the quick recovery of the region during its own crisis in the late 1990s), a shift of Asian countries towards a very open financial system a la Latin America is quite unlikely in the foreseeable future. 4 Argentina also belonged to this group for a long time; but at the time of this writing the country is trying to get renewed access to the international capital markets, including through negotiations to deal with unresolved issues from the debt default of the early 2000s. 5 In late 2009, inflows to a number of Latin American countries recovered. Facing uncertainties about the sustainability of the recovery and the potential excessive appreciation of the real exchange rate, Brazil imposed limited controls on short-term portfolio inflows (foreign direct investment constitutes the lion's share of inflows to Brazil and this form of inflows was not subjected to controls). At the time of this writing it was too early to make an assessment about the effectiveness of the controls or the government's timeline regarding the maintenance of the controls. 6 In the view of the author, there is no such a thing as an ideal development model for all regions of the world as economic and political conditions differ significantly across regions. Moreover, existing paradigms evolve over time as those conditions change. Although a comparison between different development models is way beyond the scope of this paper, there are neither signs no incentives for important convergence between the Asian model (high saving Although there are many lessons from the crisis, the analysis here focuses on eight selected ones, all of them related to the central issue of this paper: the sustainability of the open-capital-account model of growth in Latin America. Some lessons are not new, but are reinforced by the crisis. An example is the imperative need for export diversification in the region; this lesson is a century old. Some others break with myths, such as the region's inability to undertake counter-cyclical policies. Yet others reveal some new aspects of the region's development process, such as a renewed assessment of the roles of domestic public banks and foreign banks. All of them taken together bring a new sense of optimism towards the region.
Lesson 1: Because of a shifting geo-economic international landscape accentuated by the crisis, it is more important than ever for Latin American countries to increase their trade diversification, not only in products but also in partners.
For a very long time, the strong economic interconnections between Latin America and the United States have been characterized in a poignant saying: "If the United States gets a cold, Latin America gets pneumonia". However, while the United States is still a key trading partner for Latin America (and the most important contributor of foreign direct investment to the region 7 ), its share in total exports has declined significantly over the last 15 years. This demonstrates the increasing importance of new economic powers, as a number of Latin American countries have increased exports to new regions, especially China and other Asian countries. 
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Based on this pattern, it is not surprising that Mexico is the most affected by the international crisis with a projected negative growth rate of over 7 percent in 2009. In terms of trade partners, Mexico is by far the most concentrated country in the region: over 80 percent of its exports are directed to the United States.
In contrast to Mexico, the most diversified countries in the region in terms of trade partners are Brazil, Costa Rica, Chile and Peru. Brazil, Chile and Peru in particular are actively seeking new bilateral trade partners in Asia and within Latin America. As discussed by Birdsall and RojasSuarez (2002) , both the movement towards open regionalism and the inclusion of Asian partners, grant these countries greater access to the global system. Diversification has served these countries well during the international financial crisis.
Unfortunately not all Latin American countries favor free trade. The leaders of a group of countries have raised their voices against globalization and have increased protectionist impediments to global trade with measures such as increased tariffs and other protectionist measures. The key countries in this group (Argentina, Ecuador and Venezuela) each have differing degrees of protectionist measures and anti-market policies. Economic indicators for these countries before the international crisis show a very poor performance, with extremely high inflation in Argentina and Venezuela and severe fiscal problems in Ecuador. For this group of countries, it is fair to say that the international crisis simply exacerbated economic fragilities already rooted in the pre-crisis period.
While many Latin American countries are diversifying trade partners, they are not sufficiently diversifying the products to be exported. Table 2 presents an indicator of export concentration: the Herfindahl-Hirschman Index. As noted by Foxley (2009) Table 1 All rights reserved. 2010 to achieve greater diversification, moving forward in the value added chain by increasing their production of manufacturing goods. In the case of Latin America, increased diversification into both manufacturing and services is highly desirable.
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Although diversification in export partners has helped Latin America to deal with the current international crisis, the region has not yet learned a central lesson from previous crises, namely that the high volatility of commodity prices makes the region extremely vulnerable to external shocks. After all, the export-led model of the beginning of the last century was abandoned precisely because of plummeting commodity prices during the Great Depression, and the debt crisis of the 1980s was preceded by a collapse in the price of oil (a commodity exported by a number of countries in the region). This time around, Latin America's terms of trade fell sharply at the peak of the crisis in early 2009. Had that trend continued, the emphasis of the discussion in this paper would have been different.
Lesson 2: Increased flexibility of exchange rates in the context of inflation targeting is the right policy choice for Latin America
In contrast to previous crises episodes over the last three decades, contagion from the global financial crisis of 2007-2009 did not result in exchange rate crises across Latin American countries. Central banks were not forced to abandon their announced exchange rate regime after costly and ineffective efforts to defend an established exchange rate parity or exchange rate band. Just recall the sharp devaluations of the early 1980s throughout the region that ended with periods of extremely high or hyperinflations; or the abandonment of Brazil's crawling peg in 1999 following contagion from the Russian crisis, or the dramatic abandonment of Argentina's 10-year-old currency board in 2002.
For a change, there was no drama on the exchange rate front in Latin America during the late 2000s global crisis. This in spite of nominal exchange rate depreciations of around 30 percent in a number of countries (such as Chile, Colombia and Brazil) during the peak of the crisis (see Chart 2).
9 Recent evidence shows that the effects of exchange rate changes on the profitability and competitiveness of the manufacturing sector are similar to the effects on services (see, for example, Baggs et al, 2008) . The fundamental reason is that firms engaged in the production of services rely on manufacturing and primary goods inputs. In Latin America, the export of tourism and tourism-related services is a good example. Table 2 All rights reserved. 2010 8
Chart 2: Exchange rate behavior in selected countries
What was different? The answer is that by the early 2000s a large number of countries in Latin America had adopted more flexible exchange rate regimes. In addition, a number of central banks had chosen to combine more flexible exchange rate regimes with inflation targeting. 10 The truth of the matter is that after recurrent episodes of crises, most Latin American countries learned an important lesson: having chosen to maintain a liberalized capital account, it is extremely difficult to simultaneously have both an independent monetary policy and a fixed exchange rate system. This derives from the well-known proposition of the so-called Impossible Trinity (i.e., the impossibility of simultaneously fixing the exchange rate, setting domestic interest rates, and having perfect capital mobility).
Actually, most of the previous exchange rate crises of the 1990s in Latin America followed a similar pattern. An external adverse shock materialized (such as a deterioration in the region's terms of trade or an increase in the external funding costs). This was followed by a sharp reversal of capital inflows to the region which put upward pressure on the exchange rate. To defend the peg, central banks increased interest rates and allowed foreign exchange reserves to decline. Because debt ratios were high in the region (see discussion above), it was straightforward for speculators to conclude that the country would have to abandon the exchange rate peg and, 9 therefore, sharply bet against the maintenance of the announced peg 11 . The speculation itself led to further losses of foreign exchange reserves to a point where it was clear to governments that they could not longer sustain the exchange rate peg. This process was known as one-sided bet, implying that speculators always won in the bet against the parity.
No one-sided bets took place during the recent global financial crisis.
12 Since most countries in the region were not committed to a peg or a band, central banks let the exchange rate depreciate when capital inflows to the region reversed sharply in late 2008-early 2009. Most importantly, because monetary policy was not restricted by the behavior of the exchange rate, most central banks were able to undertake counter-cyclical monetary policies. Thus, in sharp departure from their behavior in previous crises episodes, central banks lowered interest rates significantly in the midst of the crisis. This is shown in Chart 3 for a group of countries in the region. The expansionary monetary policies helped to provide necessary liquidity to domestic financial systems, and therefore it helped to ameliorate the adverse impact of the shock on local credit. Because the external shock implied a contraction in global demand, the expansionary monetary policies were consistent with the maintenance of the low inflation targets in many countries in the region.
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11 The depletion of foreign exchange reserves reduced the country's capacity to repay its outstanding external obligations. This was compounded by increased domestic interest rates to defend the exchange rate parity since higher interest rates also increased the financing cost of domestic debt. 12 Ecuador and El Salvador, two of the dollarized countries in the region suffered important pressures on their exchange rate systems and discussions about a possible abandonment of dollarization in Ecuador are now an important component of the economic debate in Ecuador. 13 Not all countries in the region have been able to keep inflation low, being Argentina and Venezuela the most noticeable examples. In these two cases, however, inflation rates were on an upward trend even before the start of the global financial crisis, and, thus, mostly reflect important macroeconomic imbalances.
This lesson from Latin America is applicable to other countries in the developing world, especially those in Eastern Europe. Having liberalized their capital account, a number of countries in this group were among the most affected during the crisis precisely because they were committed to fixed exchange rate systems (Latvia, Ukraine and Belarus are vivid examples of this problem).
Lesson 3: Lacking the capacity to issue hard currencies, accumulating large stocks of international reserves and implementing other forms of insurance against volatility is highly desirable.
To economists, a policy of pursuing both flexible exchange rates and the accumulation of foreign exchange reserves appears contradictory. After all, the idea is that in a flexible exchange rate system, movements in prices (the exchange rate) and not in quantities (foreign exchange reserves) do the adjustment following a shock (positive or negative). This assessment is correct and that is why the previous lesson talks about increased rather than pure flexibility of exchange rates. The restrictions imposed by the volatility of capital inflows to Latin America imply that a pure flexible exchange rate system cannot adequately contribute to economic and financial stability.
A major reason is that when foreign inflows to Latin America suddenly cease, even a sharp depreciation of the exchange rate cannot generate sufficient resources (through export revenues) quickly enough to meet due external amortization and interest payments. Now, if we were talking about industrial countries with the capacity of issuing fully tradable and liquid currencies (like the US dollar, the yen, the Euro, the British Pound, etc), the countries would issue liquid external liabilities that would be used to service debt payments (at a depreciated exchange rate, of course). But developing countries in general, and Latin America, in particular, cannot issue hard currency; thus it is fully appropriate to accumulate large amounts of foreign exchange reserves in good times to deal with the vagaries of international capital markets.
14 This is what many Latin American countries did in the years prior to the international financial crisis. A good measurement of the adequacy of net foreign exchange liquidity is the ratio of short-term debt to international reserves. The lower the ratio is, the greater a country's ability to meet due external payments in the presence of an adverse shock. Table 3 shows this ratio for a number of emerging market economies. By 2008, Poland and Hungary displayed the highest ratio among the countries in the sample, and were therefore, the most vulnerable countries to an external shock, according to this indicator. In contrast, most countries in Asia and Latin America displayed much lower ratios and were, therefore, in a better footing to face the crisis.
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14 A policy of accumulating foreign exchange reserves implies that pure floating is not possible. Instead, managed floating is the recommended policy option. This involves a combination of rules and limited discretion. An important rule is that central banks cannot intervene to continuously smooth exchange rate fluctuations. The discretion is that, sporadically, central banks can intervene in the foreign exchange market to manage their international liquidity position. See Rojas-Suarez (2003) and Goldstein (2002) Table 3 All rights reserved. 2010
A related lesson, learned by most Latin American countries before the crisis, but not by countries in Eastern Europe is that large current account deficits tend to be unsustainable in countries that cannot issue hard currencies (unless they hold extremely high stocks of foreign exchange reserves, with a punitive opportunity cost). The lesson learned from recurrent balance of payments crisis in Latin America is that it does not matter significantly if the large current account deficit is generated by the public or private sector. If an adverse external shock leads investors to increased risk aversion, emerging markets with large current account deficits will face significant problems in rolling-over existing maturing debt and in acquiring new ones. As explained above, a central reason is that, lacking the capability to issue a liquid international currency, investors' increased risk aversion will induce a portfolio shift away from emerging markets' debt and toward the holding of liabilities issued by safer issuers. At this point experience shows that to avoid large private sector bankruptcies, governments will absorb important fractions of private sector debt in their books. That is why in emerging markets private debt is often a contingent liability of the public sector.
16 Table 4 illustrates the sharp differences in balance of payments positions between the emerging markets regions of the world. While Latin America and East Asia faced the beginning of the international crisis with positive current account balances, Eastern Europe's external position was extremely fragile. While countries in Eastern Europe built up large stocks of external debt, in the years previous to the crisis a number of Latin American countries bought back expensive debt and improved the maturity profile of their debt obligations. As noted by Foxley (2009) , Eastern European countries' accession to the European Union gave them a false sense of security regarding their ability to enjoy continuous access to international capital markets. Self-insurance through accumulation of foreign reserves was extremely low when the crisis started.
But it is important to note that while a large accumulation of foreign exchange reserves is a good mechanism for self-insurance against highly volatile capital flows, this is a very costly alternative, and ideally countries would have access to other mechanisms that would substitute partially for reserves. 17 There are a number of other market instruments that could help countries acquire much needed hedging. These instruments include contingent lines of credit with foreign private financial institutions and issuance of indexed bonds, either to GDP or commodity prices.
17 As noted in Rojas-Suarez (2003) the benefits of accumulating foreign liquidity as a buffer to unexpected shocks need to be balanced against the cost of holding these assets, which are characterized by low returns. Indeed, an important problem in the consolidated government and central bank balances is the large interest rate differential between their debt liabilities and their liquid assets. As an additional policy to deal with unexpected shocks, in the 2000s many Latin American countries changed the profile of their external financial obligations, buying back expensive debt with near-term maturity and improving the overall term structure of their external debt. During the 1990s, Chile lengthened the average term of external liabilities by taxing short-term inflows more heavily than longterm inflows. 
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In a recent study, Perry (2009) recommends that multilateral organizations help developing countries issue these types of instruments. At this juncture however, we cannot say that this sensible recommendation has been a lesson learnt from the recent global financial crisis (more of this on lesson 8).
Lesson 4: Fiscal stabilization funds are a must, especially in democratic and unequal Latin America
In contrast to the effective counter-cyclical monetary policies undertaken by a number of countries in the region during the crisis, Latin America had difficulty implementing countercyclical fiscal policies. Only Chile and to some extent Peru were able to undertake fiscal stimulus without concerns about jeopardizing the dynamism and sustainability of their public debt. Even in Brazil, where an important fiscal expansion took place, there were important concerns about the ability of policymakers to reverse fiscal stimulus at the appropriate time (i.e. avoiding turning a countercyclical policy into a steady-state one), especially in the context of upcoming presidential elections in 2010.
Mexico clearly was incapable of undertaking counter-cyclical fiscal policies, which was demonstrative of most Latin America countries. Sharply affected by the global crisis, Mexico's fiscal revenues deteriorated significantly, which exposed unfunded financial needs. Efforts to support local governments affected by the recession took place in 2009 through the issuance of government bonds. These bonds further compromised the future fiscal stance as amortization and interest payments became due. Lacking a solid fiscal stance and facing a potential downgrade of its debt by the international credit ratings (which would increase external financing costs), the Mexican government submitted to Congress a fiscal proposal that included a severe fiscal adjustment.
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Thus, the Mexican government will implement a pro-cyclical fiscal policy in 2010. As part of the proposal a new quasi-VAT tax will be implemented (VAT taxes are known for their regressive nature as they collect a higher proportion from the incomes of the poor than from those of the rich), and expenditure cuts will be reflected in the loss of a large number of public servants. Although increased revenue collections from the VAT are earmarked to protect social expenditures, the fiscal reform will most likely bring social unrest and further political fragmentation. These outcomes risk the stability of the market-led financially-open model of growth in Mexico.
In sharp contrast, Chile was capable of undertaking an active counter-cyclical fiscal policy without affecting its financing and its creditworthiness to international capital markets. This is because Chile follows a fiscal rule that allows it to save during good times (in the so-called Economic and Social Stabilization Fund--FEES) and increase expenditures during a crisis. The fiscal rule calls for achieving a targeted "structural fiscal balance", where a structural balance is defined as the difference between structural fiscal revenues and observed fiscal expenditures. Structural fiscal revenues are defined as the level of revenues that would have occurred if the output were at its potential level and the price of copper and derivatives were at their long-run level. 19 This allows for a smoothing of fiscal revenues. In the years previous to the crisis, when the price of copper was high and output was growing fast, the fiscal authorities targeted a structural fiscal surplus. In 2009, when economic conditions deteriorated, the Chilean authorities were able to move to a structural fiscal deficit that was financed by past savings under the FEES.
Chile also used fiscal counter-cyclical resources to recapitalize the state-owned Banco Estado, Chile's Development Agency (CORFO) and the Insurance Fund for Small Enterprises (FOGAPE), to support credit to exporters, small enterprises and consumers. That is, the government was able to partially offset credit reductions from the private sector by channeling government funds through public banks. This encouraging development requires further analysis that goes beyond the scope of this paper, but there is a potential lesson from the Chilean experience. Public banks can play a crucial role in the direct provision of credit when the private banking sector needs to take a cautionary position due to adverse external circumstances and the extension of credit by public banks is fully funded. It is too early however, to derive long-term conclusions as a return to good times would need to be accompanied by a retrenching of credit activities by public banks to avoid crowding out of private sector financial institutions.
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Lesson 5: Sound banks are a key shield against external shocks…but domestic rather than foreign banks might play a greater stabilizing role A lesson learnt the hard way by most Latin American countries is that weak banking systems are not compatible with open capital accounts. The 1980's and 1990's witnessed a large number of banking crisis episodes ignited by a sudden reversal of capital inflows to the region. As discussed above, a sudden stop of external funding leads to a depreciation of the exchange rate. It also exerts a downward pressure on economic activity as important projects (both from the public and private sector) meet funding constraints. The past has shown that these developments expose existing fragilities in the regions' banking systems.
Because of lax regulatory and supervisory frameworks during the 1980s and the 1990s, banks took excessive credit risk in good times. A rapid deceleration of economic activity in the face of a reversal of capital inflows resulted in a proliferation of bad loans and sharp losses of capital in already under-capitalized banking systems. Moreover, exchange rate depreciations exposed important currency mismatches in the system. In particular, a phenomenon known as liability dollarization was present in many countries in the region where both the US dollar and the local currency were used for financial transactions. 21 Liability dollarization meant that banks were extending US-dollar denominated loans to borrowers whose income was denominated in local currency (most individuals and firms working in non-tradable sectors). A sharp depreciation of the exchange rate implied that these borrowers were not able to service their debts. The 19 For a full description of how the Chilean rule operates see IDB (2008) 20 In Brazil, the authorities also extended credit through the Brazilian Development Bank (BNDES). However, this is not surprising in this country since public banks play a large role in the financial system. In contrast, in Chile, public banks typically act as second tier banking. 21 The use of US dollars in many Latin American countries started in the 1980s when huge devaluations and high or hyper inflation resulted in large losses in real wealth by holders of assets denominated in local currency.
All rights reserved. 2010
Argentina and Uruguay crises of the early 2000's were vivid examples of the problems associated with liability dollarization.
During the recent international crisis, exchange rates depreciated significantly (see lesson 2 above) and most countries faced recession. But breaking with the region's pattern, no banking crisis emerged. The fundamental reason for this was a combination of improved regulatory and supervisory standards (see lesson 6 below) along with improved risk-assessment mechanisms in a number of large banks in the region. Thus, as shown in Chart 4, indicators of financial solvency in Latin America improved significantly in the 2000's.
22 However in spite of these improvements, confidence in many of the region's financial systems has been far away from being restored. As a result, the ratio of deposits to GDP have remained extremely low in most countries (the regional average is below 30 percent) and this is consistent with the low private savings ratios observed throughout the region (see lesson 7 below).
But a new, important lesson has also emerged from the recent crisis: banks that contribute to financial stability do not have to be foreign banks. To many readers, this could appear as an obvious statement. But as those familiar with the process of internationalization of the banking system in Latin America can testify, it is not.
The significantly increased participation of foreign banks in Latin America started in the mid-1990's as a result of two factors, depending on the country. The first was that the process of liberalization of domestic financial systems together with the privatization of public banks drew foreign investment into local banking systems. The second was that the need to recapitalize banking systems, in the context of severe banking crises, involved efforts to attract foreign capital into local banking systems. Albeit sharp differences between countries, participation of foreign banks in Latin America has been high. By 2007, foreign banks accounted for over 85 percent of total assets of the banking systems in Mexico and El Salvador, and the median value for the region was about 40 percent.
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Foreign banks have brought significant benefits to the region. As documented in IDB (2005) the evidence shows that the increased participation of foreign banks has been associated with greater efficiency and improvements in risk-assessment techniques. However, while at the beginning of the process of internationalization, foreign banks displayed better financial indicators than local banks, that is not longer the case. By 2008, in many countries it was difficult to distinguish between domestic and foreign banks with respect to their financial soundness indicators, such as capitalization and liquidity ratios, return on assets and operating costs.
Moreover, a recent study by Galindo, Izquierdo and Rojas-Suarez (2009) shows that for most of the 2000's the response of bank credit to changes in economic activity has been as equally procyclical in foreign banks as in and in domestic banks. This has also been true during the recent international crisis. Facing a sharp reduction in economic growth, both foreign and domestic banks have reduced the expansion of credit. Thus, there appears to be some convergence in behavior between domestic and foreign banks. 24 However, evidence also shows that foreign banks respond differently than domestic banks to external financial shocks. The results from Galindo, Izquierdo and Rojas-Suarez (2009) suggest that in the presence of an adverse (positive) external financial shock foreign banks reduce (increase) real credit growth and increase (reduce) real interest rates more than domestic banks. That is, foreign banks tend to amplify the impact of foreign financial fluctuations on domestic variables. Interestingly enough, the study also shows that origin matters and that Spanish banks behave more like domestic banks and do not amplify the impact of foreign shocks on credit and interest rates.
These results need to be taken with caution, especially since there are large differences across countries in the region. The challenge for policymakers is twofold. Firstly, encourage entry to the system of sound banks without a bias favoring foreign banks. 25 Secondly, implement policies that preserve the gains of greater financial integration obtained through foreign banks while avoiding the excessive transmission of foreign financial shocks into domestic economies. The establishment of letters of agreement between domestic and foreign supervisors is a must. Interestingly enough, these agreements have already been signed with Spain, but have been difficult to obtain with a number of other industrial countries.
Lesson 6: Financial regulation in Latin America needs to be designed to meet the particular features of the region…not those of industrial countries
Lesson 5 stressed the absence of severe banking difficulties in Latin America during the recent international crisis and attributed that result, at least partly, to improved regulation. But what type of financial regulation was (and is) in place in the region? Certainly not the new international Accord for bank capital requirements, better known as Basel II, since most supervisors were concerned about the complexities of the new Accord and were moving very slowly towards its implementation. This policy decision served the region well, especially since Basel II faced intense criticisms during the crisis by analysts in industrial countries. Some even listed Basel II (implemented in Europe) and Basel I (the standard in the United States) as major culprits for the eruption of the crisis.
The argument was that regulatory capital requirements not only were unable to improve banks' solvency but instead increased banks' incentives to take excessive risk.
26 Two examples stand out: The first example is that Basel I created incentives for excessive mortgage securitization by banks in the United States because mortgage loans kept in bank's balance sheets carried a higher capital requirement than securitized loans kept off-balance sheets. The second example relates to the intensive use of credit rating agencies in Basel II. These agencies severely over-valued the quality of structured products and, therefore, played a major role in the build-up of the crisis.
As the Basel Committee for Banking Supervision revises Basel II and new proposals are advanced, one hopes that the needs of Latin America and other developing countries are taken into account. Ideally, regulation on banks should converge across countries to avoid regulatory arbitrage; namely, the shifting of bank operations towards those countries with less stringent regulation. In practice, however, the degree of development matters for the adequate design of adequate regulation. 27 And that is an important lesson that needs to be learned from the international crisis.
First of all, in the least developed Latin American countries (such as many in Central America and Paraguay), solid accounting and reporting standards are not in place and enforcement of contracts is extremely weak. In this environment capital requirements become meaningless. This is because simple non risk-weighted bank capital is calculated by subtracting liabilities from assets. If, for example, non-performing loans were not adequately estimated, the calculated value of capital would also be wrong. Also in several of these countries, capital markets are incipient or non-existent; thus, there are no market signals that can complement the role of supervisors in assessing the quality of banks. For this group of countries, efforts need to be focused on establishing the appropriate legal, judicial and accounting frameworks before placing high expectations on the effectiveness of capital standards.
Second, for the relatively most developed countries in Latin America, where capital requirements can indeed be a useful supervisory tool, the challenge is to design the standard that works best for those countries, and Basel II does not seem to fit the bill. Neither the use of credit rating agencies nor the heavy reliance on the banks' internal models for risk assessment is useful. There is no regulation for credit rating agencies in these countries and supervisors do not have sufficient tools to evaluate the quality of banks' internal models. For this group of countries, a simple leverage ratio needs to be at the core of capital requirements.
Will the international setting-bodies arrive to this kind of conclusions when revising their proposed regulations? One can just hope that the increased role of the G-20 in the global landscape will play an important role in ensuring adequate recommendations for financial regulation in developing countries and that Latin America will benefit from that. When comparing between different development models, a number of analysts question the desirability of relying on foreign capital inflows as a key engine for growth. As I hope has become evident throughout the discussion in this paper, it has not been easy for Latin American countries to ensure the sustainability of their market-led financially-open model. Nor has it been cheap, as accumulating large amounts of foreign exchange reserves entails important financial costs. However as discussed in the introduction, most Latin American countries have no intention to deviate from their chosen model. The fundamental reason is that domestic savings are extremely limited.
As the analysis in Birdsall and Rojas-Suarez (2004) shows, financing development relies on three major pillars: foreign financial flows, export revenues and domestic savings. As discussed above, the lack of diversification of export products implies that the region is subject to large terms of trade shocks mostly because of the large concentration on commodity exports, whose prices are extremely volatile. Thus Latin America cannot rely on export revenues to provide a steady source of finance.
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Latin America has made important progress toward maximizing the benefit from external sources of finance and toward minimizing the adverse consequences of a sudden reversal of inflows. But the region has not been successful in improving domestic savings ratios. Chart 5 shows a disheartening development. By 2006, the region as a whole displayed a ratio of national savings to GDP that was comparable to levels reached in the 1970s. While this regional ratio typifies well the representative Latin American country, there are two exceptions. The first is Chile, whose savings ratio has significantly increased. The second is the Central American region, with declining national saving ratios.
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Chart 5
Like the catalyst crises seen before, the recent global financial crisis once again demonstrated the constraints on development imposed by holding low national savings ratios. Prior to this recent crisis, the absence of deep and liquid financial and capital markets in most Latin American countries induced large corporations to find sources of finance abroad with cheaper rates and better overall conditions. This was a natural development of globalization that benefitted local companies in the period from [2003] [2004] [2005] [2006] [2007] . But during the crisis, when international capital markets dried up, many corporations suffered serious constraints in access to finance. As a result, external debt default rates rose for corporations from Mexico and Brazil. Undoubtedly, in both booms and bust periods, Latin America's growth and development efforts would be in a better footing if the region enjoyed higher national savings ratios.
However, this is easier said than done since there is no consensus in the empirical literature regarding the direction of causality between national savings and economic growth.
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Notwithstanding this debate, it is important to differentiate between private and public savings. 29 In the case of Central America, recent studies show that remittances have had a positive impact on private consumption, but an adverse effect on economic growth and savings. See, for example the paper by Cáceres and Saca (2006) for the case of El Salvador. Thus, in Central America, remittances add to other factors explaining low savings ratios.
With regard to private savings, growth is an important determinant but it is not the only one. In many countries in the region, memories are still fresh regarding individuals' major losses in the real value of their wealth resulting from deep and recurrent financial crisis (see lesson 5 above). Regaining full credibility in the stability of the financial system takes a very long time, but is a necessary condition for private savings ratios to increase on a sustainable basis.
In addition, as explained in Loayza et al (2000) , demographic differences also matter. High young-age dependency ratios (population younger than 15 years old as a percentage of workingage population) have a negative effect on private savings rates, and this can partly explain low private saving ratios in Latin America. Moreover Chile shows that a fully funded pension scheme allows private savings to increase without completely offsetting declines in public savings. However not many countries in the region have been able to successfully finance the fiscal cost of the transition to such a system, which requires support from general government revenues. The deep fiscal problem in Bolivia that resulted from the establishment of private pension funds is a case in point. Also, as coverage has remained extremely limited, private pension funds have not been able to induce increased savings for large segments of the population.
Improving public savings (the difference between government revenues and government spending) is a much more direct and accessible policy goal than increasing private savings. Before the crisis a number of Latin American countries had increased public saving by running primary fiscal surpluses. However as recognized in Birdsall et al (2008) , efforts to improve public savings need to focus on improving the collection of taxes and on a better allocation of government expenditures. While financing the development needs of Latin America requires increased revenues, there is a minimum level of expenditure on the provision of public goods, especially in the social areas. Many countries in the region are below that minimum. The reader is directed to Birdsall et al (2008) for specific policy recommendations for improving tax systems in the region.
Lesson 8: Because the likelihood of large and unexpected international shocks will be there in the foreseeable future, multilateral organizations need to stand ready to provide liquidity to developing countries, including those in Latin America
In the period before the emergence of the international financial crisis, the International Monetary Fund (IMF) had significantly reduced its balance sheet. In 2006 Mervyn King, governor of the Bank of England, stated that the role of the IMF as a lender of last resort was going to become less and less important as corporations and governments were finding cheaper 30 See Carroll and Weil (1993) and Gavin et al (1997) for evidence that growth causes savings and Gutierrez (2007) for mixed evidence about the direction of causality in Latin America. An important recent paper by Aghion et al (2009) provides theoretical background and empirical evidence showing that increased domestic savings might be needed to generate economic growth in developing countries that lag in the implementation of technological innovations. Their cross-country regression shows that lagged savings are positively associated with productivity growth in poor countries but not in rich countries. and larger sources of finance in the international capital markets. 31 This view had achieved nearly consensus at the time. 32 In Latin America, demand for new IMF resources had practically vanished. By end-2006, Uruguay, one of the smallest countries in the region, was the secondlargest IMF borrower (Turkey was the largest).
The global nature of the recent international financial crisis completely reversed views among the role of the IMF and other multilateral organizations. Large contagion from industrial to developing countries proved that, in a globalized world, full decoupling is almost impossible to achieve. This was certainly true in financially-open Latin America. As capital inflows, especially trade finance to the region dried up, the liquidity needs of many countries mounted. The extension of credit lines by the Fed to Brazil, Mexico and other emerging markets eased some of the liquidity constraints, but the IMF, the obvious institution for liquidity provision, was not ready. It lacked both the funding and the instruments. It was only in the second quarter of 2009 that the G-20 agreed to capitalize the IMF and that an adequate liquidity facility, involving fasttrack disbursement, the Flexible Credit Line (FCL) was created. Colombia and Mexico quickly applied to obtain this credit line.
An important lesson from the crisis is that the stability of the global financial system and that of Latin America needs the IMF as a lender of last resort and other multilateral organizations as complementary sources of funding. While essential (as explained in lessons 3 and 4), all type of self-insurance mechanisms (like accumulation of foreign exchange reserves and fiscal stabilization funds) as well as market-based insurances (such as contingent lines of credit with international banks or GDP-indexed bonds) might prove insufficient in the presence of a large adverse shock. As discussed above, the fundamental reason is that Latin America and the rest of developing regions do not issue hard, liquid currencies, but use them in financial and trade transactions. This feature is not going to change any time soon.
Concluding Remarks
The international financial crisis that erupted in developed countries in 2007 adversely affected all developing regions of the world; albeit with very different degrees of intensity. In contrast to previous crises episodes, Latin America fared relatively well: domestic banking systems remained stable and no runs against the local currencies took place. The crisis, however, exposed the strengths and weaknesses of the current paradigm of development in the region which is based on liberalized capital accounts and significantly improved macroeconomic conditions. On the strength side, increased (but not pure) flexibility of exchange rates in the context of inflation targeting proved extremely valuable to ride the storm since--in sharp departure from the past--countries were in a position to lower interest rates and provide needed liquidity to firms when financing from the international capital markets dried up. Moreover, in the years before the crisis, the region understood that self-insurance mechanisms through the accumulation of foreign exchange reserves and an improved term structure of external liabilities favoring longer maturities were essential tools for countries lacking the capacity to issue hard currencies.
On the weakness side, the crisis showed that two chronic maladies in the region, its lack of exports diversification and its very low savings ratios, attempt against the sustainability of Latin America's development model. While the former implied that the region was exposed to a sharp deterioration of the terms of trade at the peak of the crisis, the latter severely constrained the availability of domestic credit.
But beyond weaknesses and strengths, the crisis has opened up new issues and challenged some established beliefs in the region. Of particular importance are the role of the state during systemic crises generated abroad and the relevance of international financial regulations. During the crisis, a number of countries, including Chile (the best performer in the region), found out that, when adequately managed and fully funded, public banks can partially offset the sharp reduction of credit from private banks. It is however too early to derive long-term conclusions about this policy decision as the return to good times would need to be accompanied by a retrenching of credit activities by public banks to avoid crowding out of private sector financial institutions.
Regarding international financial regulations, many analysts in the region are now celebrating the slow pace taken by regulators in implementing Basel II, the newly proposed regulation for bank capital requirements. Basel II has been blamed as a major culprit for the eruption of the crisis in industrial countries. This paper has discussed a number of alternatives that Latin American countries can consider in designing regulations that are adequate for the degree of development of their financial systems. One can only hope that the G-20 and multilateral organizations take note of this experience and abandon the prevailing view that leveling the playing field in global financial markets implies similar financial regulations for countries regardless of their level of development.
